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Where  We  Stand 


What's  Ahead 


The  American  economy  performed  brilliantly  in  1964. 
The  nation's  output  of  goods  and  services,  as  measured  by 
gross  national  product,  rose  7%  to  nearly  $625  billion. 
Nothing  seemed  to  distract  consumer  and  business  spend- 
ing, not  even  the  election  campaign  just  ended. 

The  tax  cut  had  much  to  do  with  the  excellent  performance 
of  the  economy  in  1964.  It  helped  boost  personal  incomes, 
corporate  profits  and  industrial  production.  It  quickened 
the  pace  of  consumer  spending  and  business  capital  expan- 
sion. It  stimulated  employment  and  helped  reduce  un- 
employment to  5%.  It  made  1964  a  year  of  abundance  for 
most  Americans. 

These  effects  have  been  widely  acknowledged.  What  is  not 
so  widely ;  recognized  is  that  the  tax  cut  represents  a 
fundamentally  new  approach  to  fiscal  policy.  With  some 
justification,  the  London  Economist  recently  called  it  an 
"unrecognized  economic  revolution". 

For  years,  most  economists  have  agreed  that  fiscal  policy 
should  be  flexible — that  the  Federal  budget  should  be 
allowed  to  run  a  deficit  in  times  of  recession  if  offset  by  a 
surplus  during  periods  of  prosperity.  But  the  tax  reduc- 
tion of  1964  came  at  a  time  of  prosperity  when  the  Federal 
budget  was  already  in  deficit.  Its  purpose  was  to  inject 
$10  billion  of  purchasing  power  into  the  private  economy 
in  order  to  generate  additional  production,  wages,  and 
profits.  Since  Federal  revenues  are  derived  largely  from 
income  taxes,  it  was  expected  that  the  increased  tax-take 
from  higher  wages  and  profits  would  ultimately  more  than 
offset  the  effects  of  the  lower  tax  rates.  If  this  new  approach 
to  fiscal  policy  is  continued  in  the  future,  it  means  that  the 
Treasury  will  depend  increasingly  on  revenues  arising 
from  a  more  rapid  rate  of  economic  growth  to  bring  the 
budget  into  balance. 

The  present  upswing  is  already  the  longest  of  the  postwar 
period,  yet  the  economy  retains  remarkable  strength. 
There  have  been  none  of  the  distortions  usually  associated 
with  the  late  stages  of  a  boom,  such  as  a  consumer  spend- 
ing spree,  a  splurge  in  business  capital  investment,  or  a 
scramble  to  stock  inventory.  As  a  result,  we  are  optimistic 
about  the  future  and  believe  that  the  expansion  will  con- 
tinue through  1965,  setting  new  records  and  new  standards 
of  economic  performance. 


We  expect  GNP  to  rise  6%  to  $661  billion  in  1965,  even 
though  the  effect  of  the  tax  cut  will  wane.  This  rate  of 
growth  is  excellent  by  any  past  standard.  It  means  that  in 
1965,  when  the  first  half  of  the  decade  of  the  Sixties  comes 
to  an  end,  total  GNP  will  be  $160  billion  higher  than  in 
1960,  a  one-third  increase.  Even  after  adjusting  for  price 
rises,  our  total  output  of  goods  and  services  will  be  nearly 
25%  larger  than  it  was  only  five  years  ago.  Despite  initial 
doubts  whether  the  "Golden  Sixties"  would  really  materi- 
alize, our  economy  has  been  bright,  especially  since  the 
start  of  the  present  upturn  in  1961. 


Although  the  coming  year  will  again  be  prosperous,  we 
expect  the  first  half  to  be  particularly  strong,  the  second 
half  good  but  not  quite  so  buoyant.  There  is  likely  to  be 
some  slowing  down  in  the  expansion  beyond  mid- 1 965,  but 
we  count  on  business  capital  spending,  on  state  and  local 
government  outlays,  and  on  consumer  expenditures  to 
continue  to  support  the  economy  on  its  upward  path. 


However,  even  the  strong  business  trend  of  1965  will  not 
solve  all  economic  problems.  Unemployment  will  con- 
tinue to  be  of  concern.  Although  the  unemployment  rate 
will  decline  during  the  first  six  months,  it  may  rise  after 
mid-year  as  an  unprecedented  number  of  young  people, 
many  lacking  basic  skills,  enter  the  labor  force. 


Prices  are  expected  to  increase  faster  than  in  1964,  con- 
sumer prices  rising  2%,  wholesale  prices  1%.  Although 
this  country  is  not  confronted  with  an  imminent  and 
accelerating  spiral  of  inflation,  price  rises  must  be  con- 
tained lest  we  shorten  the  life  of  the  expansion  and 
aggravate  the  deficit  in  our  balance  of  international  pay- 
ments. With  Western  Europe  determined  to  bring  its  own 
inflation  under  control,  it  becomes  ever  more  important 
for  the  United  States  to  maintain  stable  prices  for  its 
exports. 


In  the  following  pages,  we  summarize  the  implications  of 
this  forecast  for  the  average  American  family,  and  exam- 
ine the  outlook  for  each  of  the  major  spending  sectors 
of  GNP. 


FORECAST  FOR  1365 


What  This  Forecast  Means  for 
The  Average  American  Family 

During  1965,  the  average  American  family  will  reach  a  standard  of 
living  never  achieved  before  in  any  country  at  any  time.  Since  it  is 
difficult  to  see  this  from  totals  expressed  in  billions  of  dollars,  we  have 
tabulated  some  statistics  to  show  the  income  and  expenditures  of  the 
average  family.  Also  included  are  some  comparisons  with  conditions 
five  years  ago. 

INCOME.  The  before-tax  income  of  the  average  family  will  rise  to 
$6,800  in  1965  from  $5,600  in  I960,  for  a  gain  of  $1,200,  or  21%  in  five 
years.  These  income  figures  are  "medians"  and  measure  the  mid-point 
of  all  incomes  arranged  from  highest  to  lowest. 

:  LIVING.  Consumer  prices  will  advance  2%  in  1965,  com- 
pared with  an  average  increase  of  1.2%  per  year  since  1960.  This  rise 
will  be  led  by  higher  prices  for  transportation,  food,  apparel,  medical 
services,  and  rent.  New  car  prices  are  likely  to  remain  unchanged. 

From  a  1965  income  of  $6,800.  the  average 
family  will  pay  about  $500  in  Federal  income  taxes.  Without  the  recent 
tax  cut,  this  family  would  have  paid  over  $150  more  in  Federal  taxes 
on  its  1965  income.  However,  since  withholding  taxes  were  cut  more 
than  actual  tax  rates  during  1964,  the  refund  the  average  family 
receives  from  1964  withholding  taxes  will  be  about  $25  less  in  April  of 
1965  than  in  the  previous  year. 

IS.      We  expect  the  $6,800  in 
family  income  to  be  allocated  about  as  follows: 


Taxes    (Federal,  Stale,  Local,  &  Social  Security) 

$     725 

Personal  Insurance  and  Savings 

$     425 

Consumer  Expenditures 

Housing 

$1,660 

Food 

1,385 

Transportation 

865 

Clothing 

570 

Personal  care,  tobacco,  and  misc. 

475 

Medical  care 

365 

Recreation 

275 

Education 

55 

5,650 

Total  Outlays  and  Savings 

$6,800 

Of  course,  the  above  expenditures  are  merely  averages 
for  all  ages.  A  family  with  a  child  in  college  will  spend  much  more  on 
education.  And  education  pays  off.  In  1965,  families  whose  chief  wage 
earner  has  only  an  elementary  school  education  will  earn  an  average  of 
$5,780;  those  with  a  high  school  diploma  will  receive  $7,450;  but  those 
with  at  least  four  years  of  college  will  average  $10,570. 

These  will  continue  to  mount.  As  the  table  to  the 
right  shows,  parents  can  expect  to  pay  about  15%  more  for  college 
expenses  in  1965  than  in  1960. 
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Annual  Average  Cost 


Type  of 
College 

Public 
Private 


1960 

$1,400 
$2,090 


1965 
$1,600 
$2,430 


Percent 
Increase 

14% 
16% 


Averages,  of  course,  do  not  show  the  income  and  spending  patterns  of  those  families  which 
fall  above  or  below  the  middle  range.  Steady  progress  is  being  made,  however,  not  only  in  improving  our  average  standard 
of  living  but  also  in  distributing  its  benefits  to  an  ever-widening  circle  of  American  families. 


ANNUAL  INCREASES    IN   GNP 
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THE 

OUTLOOK 

in  brief 

business  capital  expenditures 

A  major  factor  in  the  economic  expansion  of  1965  .  .  .  will  rise 
nearly  10%  to  $64  billion  . . .  reasons:  the  need  for  more  capacity 
.  .  .  the  need  to  improve  efficiency  and  cut  costs  .  .  .  the  availability 
of  internal  funds. 

inventories 

Present  levels  particularly  low  . . .  steel  negotiations  on  the  horizon 
.  .  .  result:  sharp  rise  in  early  part  of  year  .  .  .  more  subdued  expan- 
sion later  .  .  .  over-all  accumulation,  $4.5  billion,  $1  billion  above 
1964. 

government  spending 

Federal  spending  restraints  to  continue  .  .  .  purchases  of  goods  and 
services,  the  major  part  of  the  total  Federal  budget,  to  rise  only 
$1.5  billion,  to  $68  billion. 

State  and  local  spending  expected  to  show  usual  increase  .  .  .  need 
for  social  services  to  keep  pace  with  population  .  .  .  spending  up 
$5  billion  .  .  .  total  $68  billion  .  .  .  state  and  local  outlays  equal  to 
Federal  for  the  first  time  since  1950. 


500      housing 


Slight  dip  in  starts  to  1.5  million  private  units  .  .  .  but  half  billion 
dollar  rise  in  housing  outlays  as  a  result  of  higher  unit  prices  .  .  . 
real  housing  boom  awaits  wave  of  household  formation  by  "post- 
war babies"  .  .  .  due  about  1967. 


consumer  buying 


Subject  to  many  influences:  appeal  of  new  car  models  .  .  .  delayed 
effects  of  income  tax  cut . .  .  day  of  reckoning  for  many  at  tax-filing 
time  in  April  .  .  .  likelihood  of  $3  billion  excise  tax  cut  after  mid- 
year .  .  .  probable  net  results:  rise  of  $24  billion  to  $425  billion. 


foreign  trade 


$1  billion  net  decline  in  export  surplus  ...  to  $5  billion. 

total  GNP 

Full  year  increase  almost  $37  billion  to  $661  billion  ...  a  6% 
gain  .  .  .  impressive  by  any  standard  .  .  .  greater  expansion  during 
first  half  .  .  .  some  slowing  down  in  growth  rate  during  second  half 
.  .  .  but  good  over-all,  with  rising  prosperity  for  the  average  Amer- 
ican family. 


business  capital  expenditures 

The  pace  of  business  investment  during  1964  surprised  even 
the  optimists  as  each  new  survey  of  business  spending  inten- 
tions registered  higher  than  the  one  before.  The  momentum 
of  this  expansion  will  continue  into  1965  at  a  rate  above  the 
increase  indicated  by  recent  surveys. 

With  production  at  a  record  high  level,  the  margins  of  unused 
industrial  capacity  have  narrowed  in  many  industries.  Excess 
capacity  has  virtually  disappeared  in  aluminum,  construction 
machinery,  paper,  and  certain  synthetic  fibers.  Most  indus- 
tries prefer  to  operate  near  92%  of  capacity,  since  higher 
levels  call  into  use  obsolete  and  inefficient  plants,  which  raise 
costs  and  depress  profits.  With  operations  averaging  88%  of 
capacity,  the  incentive  to  increase  capacity  will  remain  strong. 
Moreover,  if  wage  gains  in  many  industries  outrun  productiv- 
ity increases,  managements  will  seek  more  labor-saving 
devices  to  hold  down  costs. 

It  is  an  interesting  fact  that  the  amount  of  equipment  in  the 
U.S.  which  is  more  than  10  years  old  has  doubled  in  the  past 
decade.  As  a  result,  replacement  requirements  are  now  rising 
rapidly.  If  our  country  is  to  remain  competitive,  it  must  step 
up  the  installation  of  new  machinery  and  tools.  Fortunately, 
business  capital  spending  in  1965  will  benefit  from  the  avail- 
ability of  internal  funds  (corporate  profits  and  depreciation 
allowances)  with  which  to  finance  modernization  programs. 

Over-all,  business  capital  spending  is  expected  to  rise  nearly 
10%  in  1965  to  $64.0  billion.  Although  the  increase  will 
continue  throughout  the  year,  the  expansion  will  be  particu- 
larly rapid  during  the  first  half. 


inventory  buying 


During  the  current  upswing,  business  has  contributed  to 
orderly  economic  growth  and  price  stability  by  exercising 
restraint  in  inventory  buying.  Part  of  the  credit  goes  to  com- 
puters, which  have  made  possible  better  methods  of  inventory 
control.  But  part  of  the  reason  is  that  deliveries  have  been 
prompt  and  inflationary  expectations  minimal. 

The  chart  shows  that  sales  have  greatly  outdistanced  the 
growth  of  inventories  during  the  past  two  years.  However, 
prices  are  now  rising  somewhat  faster  and  delivery  schedules 
have  become  less  prompt.  These  facts,  together  with  concern 
about  the  possibility  of  a  steel  strike  in  May,  are  causing 
inventory  buying  to  accelerate.  Stockpiling  will  reach  a  peak 
in  the  spring  of  1965.  Some  slowing  in  inventory  accumula- 
tion is  likely  thereafter,  contributing  in  turn  to  a  slowing  in 
over-all  economic  expansion.  For  the  year  as  a  whole,  we 
expect  inventory  demand  to  be  $1  billion  higher  than  in  1964 
and  to  total  $4.5  billion. 


BUSINESS  INVESTMENT  AND 
INTERNAL  SOURCES  OF  FUNDS 
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BUSINESS  INVENTORIES  AND  SALES 

(Billions  of  Dollars) 
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government  spending 


During  the  past  year,  the  Defense  Department  has  been  alerting 
business  to  the  likelihood  of  a  leveling  off  or  even  a  cutback  in 
outlays  for  defense,  which  account  for  85%  of  total  Federal 
spending.  Cynics  and  doubters  on  both  sides  of  the  political 
fence  received  these  announcements  with  skepticism.  But  1964 
defense  spending  registered  only  a  small  rise  over  the  year  before. 
Total  Federal  outlays  were  up  less  than  $2  billion,  the  smallest 
rise  since  1960.  Although  defense  cutbacks  are  unlikely  in  1965 
in  view  of  international  uncertainties,  we  expect  budgetary  re- 
straints to  continue,  with  total  Federal  spending  rising  $1.5  billion, 
to  $68  billion.  (Only  actual  purchases  of  goods  and  services  go 
into  GNP.  For  this  reason,  the  GNP  figure  for  Federal  spending 
is  below  the  Federal  budget  which  includes  transfer  payments, 
such  as  social  security  and  interest  on  the  national  debt.) 


The  trend  in  state  and  local  spending  is  another  story.  Because 
of  the  ever-growing  need  for  public  services  on  the  part  of  our 
increasing  population,  this  type  of  government  outlay  has  been 
rising  steadily  in  recessions  and  prosperity.  In  the  past  fifteen 
years,  spending  at  the  state  and  local  level  has  more  than  tripled. 
In  1965,  these  expenditures  will  be  up  another  $5  billion,  reach- 
ing a  total  of  $68  billion.  For  the  first  time  in  fifteen  years,  state 
and  local  outlays  will  match  the  sum  of  all  Federal  spending. 


housing  outlays 


One  of  the  real  puzzles  about  future  business  is  the  outlook  for 
housing. 


There  is  little  doubt  that  the  demand  for  housing  will  gather 
speed  and  generate  a  new  boom  as  the  "war  babies"  grow  older, 
marry,  and  raise  families.  Apartment  house  construction,  which 
has  already  climbed  from  10%  of  all  starts  ten  years  ago  to  38% 
today,  will  especially  feel  the  effect.  But  new  household  forma- 
tion will  not  have  much  of  an  influence  on  1965.  Most  of  the 
"war  babies"  are  really  "postwar  babies",  and  the  youngsters 
born  in  1945,  the  last  year  of  the  war,  will  only  turn  twenty  dur- 
ing the  coming  year.  It  would  be  a  mistake  to  assume  that  this 
new  demand  will  stimulate  housing  before  1967. 


In  the  meantime,  residential  construction  will  remain  fairly 
level,  although  housing  will  continue  to  fluctuate  erratically  from 
month  to  month  (the  monthly  figures  are  crude  and  unreliable). 
The  number  of  private  starts  during  the  full  year  ahead  will 
come  to  1.5  million  units,  only  slightly  below  1964. 


Vacancy  rates  will  increase  a  bit,  but  not  to  alarming  propor- 
tions. While  it  is  true  that  luxury  apartments  are  in  surplus  in  a 
number  of  large  cities,  more  and  more  apartments  are  now 
going  up  in  smaller  towns  where  the  demand  is  still  far  from 
satisfied. 


Despite  a  small  drop  in  starts,  dollar  outlays  for  residential 
construction  will  be  up  a  half  billion  dollars  because  of  some- 
what higher  unit  prices. 
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consumer  spending 


Consumers,  whose  spending  accounts  for  nearly  two-thirds  of 
GNP,  will  go  a  long  way  toward  determining  the  complexion  of 
the  1965  economy. 

The  chart  shows  that  their  outlays  for  non-durables  and  services, 
such  as  food,  clothing,  doctor  bills,  and  recreation  keep  rising  year 
after  year.  The  volatile  element  in  their  spending  springs  from 
durables — outlays   for  automobiles,   refrigerators,  and   the   like. 

Several  influences  will  affect  durable  goods  spending,  not  all  in  the 
same  direction: 

I  Car  sales  will  again  be  very  strong,  near  8-million  units.  The 
demand  will  come  from  the  need  to  replace  over  5  million  cars 
headed  for  scrap;  from  higher  incomes  which  enable  families  to 
own  two  and  even  three  cars;  from  a  deluge  of  18-year  olds  who 
want  a  car  of  their  own  (but,  as  we  have  noted,  are  not  yet  ready 
to  buy  a  house);  and  from  sweeping  changes  in  the  styling  and 
engineering  of  1965  cars. 

I  Surveys  show  consumers  to  be  optimistic  and  in  a  spending 
mood.  More  households  report  intentions  to  buy  new  autos, 
appliances,  and  house  furnishings  than  a  year  ago. 

*>  As  the  tax  cut  became  effective  in  1964,  consumers  stepped  up 
their  rate  of  savings.  In  early  1965,  they  will  resume  their  cus- 
tomary spending  habits,  and  thus  add  some  of  the  delayed  effects 
of  the  tax  cut  to  normal  demands. 

But  by  April — tax  filing  time — consumer  spending  will  suffer 
the  consequences  of  the  excessive  reduction  in  withholding  taxes 
enacted  in  1964.  Some  taxpayers  will  find  themselves  liable  for 
additional  income  taxes;  others  will  get  a  lesser  refund  than  they 
have  been  accustomed  to.  Thus,  consumer  outlays  are  likely  to  rise 
sharply  in  the  opening  months  of  1965,  but  more  slowly  after  April. 

By  mid-year,  the  economic  climate  will  favor  a  reduction  of 
about  $3  billion  in  excise  taxes  on  autos,  cosmetics,  jewelry,  and 
leather  goods.  These  cuts  are  likely  to  be  passed  on  in  the  form  of 
lower  retail  prices,  which  will  stimulate  consumer  spending.  It  is 
doubtful,  however,  that  cutting  retail  prices  on  a  selected  group  of 
products  will  spur  consumer  spending  quite  as  much  as  adding  an 
equivalent  amount  to  weekly  pay  envelopes. 

Total  consumer  spending  in  all  of  1965  is  expected  to  increase 
$24  billion,  to  $425  billion. 


foreign  trade 


The  deficit  in  the  U.  S.  balance  of  payments  continues,  although  it 
is  now  much  less  than  in  the  critical  days  of  1963.  As  the  chart 
shows,  the  basic  cause  of  the  deficit  is  not  any  imbalance  between 
imports  and  exports.  On  the  contrary,  exports  of  goods  and  serv- 
ices exceeded  imports  by  $6  billion  in  1964,  which  not  only  helped 
the  balance  of  payments  but  boosted  GNP  by  that  amount. 

The  basic  cause  of  the  over-all  deficit  is  that  the  outflow  of  funds 
in  the  form  of  military  aid,  economic  assistance,  and  private  invest- 
ments exceeded  the  $6  billion  export  surplus. 

No  improvement  in  our  balance  of  payments  is  likely  in  1965.  The 
rapidly-growing  European  market  still  acts  as  a  powerful  magnet 
for  direct  investment  by  American  business.  The  interest-equal- 
ization tax  has  already  discouraged  foreign  borrowing  in  the  U.  S. 
and  will  have  no  further  impact  in  1965.  Moreover,  our  surplus  of 
exports  over  imports  is  expected  to  decline  $1  billion  as  U.  S. 
prices  rise  somewhat  more  than  in  recent  years,  as  European 
policies  to  restrain  inflation  become  more  successful,  and  as  Britain's 
new  import  tax  begins  to  bite.  Thus,  the  export  surplus  will  drop 
to  $5  billion,  resulting  in  a  $1  billion  lesser  stimulus  to  GNP  and  a 
$1  billion  larger  deficit  in  our  balance  of  payments. 
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FOREIGN  TRADE  &  THE  BALANCE  OF  PAYMENTS 
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PRUDENTIAL'S  FORECAST  OF 


THE  GROSS  NATIONAL  PRODUCT  |gg^g£5 


IN  BILLIONS  OF  DOLLARS 


1963  1964  1965 

Actual       Current  Estimate       Forecast 


$52.3  $58.5  $64.0      Business  Capital  Expenditures 


4.4  3.5  4.5      Inventory  Buying 


64.7  66.5  68.0      Federal  Government  Spending 


57.9  63.0  68.0      State  &  Local  Gov't.  Outlays 


25.2  26.0  26.5      Housing 


375.0  401.0  425.0      Consumer  Spending 


4.4  6.0  5.0      Foreign  Trade 


$583.9        $624.5         $661.0      Total  GNP 
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